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It is a pleasure to be here to address you today and to have the chance to catch up on the wide range of timely and provocative research under way at the Vienna Institute. Particularly now, as some of the most challenging questions about the transition experience arise in the wake of the crisis, the wealth of expertise at the Vienna Institute is an invaluable asset. This morning the two very thoughtful analyses of near term macroeconomic prospects for emerging Europe establish the context for my remarks. 

I’m going to step back a little further than the speakers before me to focus on the broad contours of the convergence process in emerging Europe. I will be speaking mainly about the experiences of the ten new members of the EU from the region and seven southeastern European countries. Looking back at the past 10-15 years, the region has followed a rather unique convergence model, the signature feature being its dependence on political, trade, financial, and, increasingly, labor market integration with the rich countries of Western Europe. I am going to ask whether the severity of the crisis in Emerging Europe should be interpreted as sign of fundamental flaws in that model or whether the model can be picked up, cleaned up and put back on its feet. But first let me zoom out even a little further to put the broad process of income convergence—regardless of the region or approach—in perspective.

What is convergence?

I find the clearest way to look at convergence, is as a movement from a seriously distorted disequilibrium to an eventual equilibrium. 

Now that sounds rather abstract and academic, so let me be more concrete. All emerging markets are emerging because, after being held back by bad policies, dictatorships, misguided central planning, or whatever for years, a change occurred. For emerging Europe it was the collapse of communism. This change created the possibility of moving from a substandard income level to, potentially, the income level of advanced countries. To get there, countries need three things: a lot more capital for every worker, know-how, and fuller employment of the working age population. 

We know that all of this does not happen overnight. It takes time. And while the transformation is occurring, no one knows how fast it can happen, even if policies are perfect. And of course policies aren’t perfect so there is the added uncertainty of when policy setbacks will occur.  That means we guess, and invariably we get it wrong—usually on the upside when recent news has been good: we tend to assume that the first spurt of growth after the initial systemic change will continue or even accelerate. More and more investors want to get a piece of the action. Investment proceeds too fast, wages get out in front of productivity, asset bubbles occur. 

In other words, the very root of progress in emerging markets is ripe for the age-old pattern Charles Kindleberger so colorfully described 50 years ago: displacement, speculation, mania, panic and crash. This will not be the only crash we see in emerging Europe (or in emerging markets in other parts of the world) because the very nature of income convergence—a process of adapting to massive innovations—is subject to miscalculations and is therefore bumpy. 

This means that lesson number one from the crisis is that we cannot pan the EUR convergence model just because it produced a crisis. 

However, that does not mean that the EUR convergence model is sustainable. Coming to that conclusion requires examining its strengths and weaknesses. The crisis gives us some good observations to work with. I am going to make a number of qualitative observations on what the crisis might have told us, but in the interest of succinctness not go through the data that lead me to these conclusions. Much of it can be found on my website www.susanschadler.com .

What does the crisis tell us about convergence in emerging Europe? 

Should we see the output contractions in most countries during 2008-09 as a bump stemming from regional overheating that turned into a lurch as it collided with an historically large global downturn? Or was it more of a self-inflicted lurch of a magnitude that implicates the convergence model?

The experience is mixed. I look at 15 emerging European countries for which reasonably up-to date data are available and ask this question. 

Was the depth of the crisis mainly a neighborhood effect (Western Europe having been hit worse than the US or Japan) or were vulnerabilities in the Emerging European countries a dominant factor?

 I think it is reasonable to argue about half-half. Half the countries had drops in GDP in 2009 that were less than or very close to the euro area average. The other half had far worse output drops than the average of the euro area and indeed than the average of most emerging markets in other parts of the world. It would seem reasonable to conclude that those that fared worse had excessive vulnerabilities at the outset of the crisis that made them crisis-prone. 

So, it is fair to ask whether emerging Europe should take a page or two from convergence models in other parts of the world.

Convergence models of Emerging Europe and other emerging countries

Now I am going to strip complex convergence models down into very simple dimensions: macro characteristics that virtually all dynamic emerging markets have in common and ones that differ rather significantly.

Let’s look at the common ones first. 

Regardless of where you look (Asia, Latin America, Europe, even Africa) successful emerging markets 

· integrated themselves into global supply chains for goods and/or services, and 

· focused structural policies on upgrading technology and efficiency. 

True, some only embraced openness and trade in the 1990s, but import substitution industrialization of the 1960-70s is effectively history. 

What makes emerging Europe different is its embrace of what I will call super-integration—integration that goes well-beyond trade and technology transfer in three critical macroeconomic dimensions. 

· The first is financial integration. What do I mean by this? The EBRD in its recent excellent and quite provocative transition report comes quite close to equating financial integration with the role of foreign banks in domestic financial intermediation. This is significant, but in my view the more important aspect of financial integration is the extent of the use of foreign savings to support private consumption and investment in excess of income. In 2007, current account deficits financed by a combination of FDI and debt-creating private inflows ranged in 2007 from 3 percent of GDP in Czech Republic to 30 percent of GDP in Montenegro. The norm in other emerging markets was a current account surplus—in many instances quite large.

· The second is labor mobility, which, particularly for some new EU members has been significant—outward during the boom years in western Europe and more recently often inwards as workers return. Labor mobility is, of course, part of the optimum currency area picture for these future euro area members. But two issues are a concern. In some countries, the exodus of labor can be so great that economic viability of developing local industries is threatened both because of shortages of trained labor and because of upward pressure on wages. By contrast, the Asian model of more constrained labor mobility has permitted a controlled absorption of legions of un- and underemployed workers into the industrial sector while a low labor share of value added has been an important influence behind high domestic savings. 

· The third key difference—eventual euro adoption—is the elephant in the room. This is more murky integration for most of emerging Europe because it is apparently on the horizon, but the horizon may be very far away. I want to highlight two parts of the issue that are important for how the EUR convergence model plays out. 

· The EU halo effect. During 2003-08 interest rate spreads over the relevant advanced country reference rate were well below predictions based on an econometric model that explains spreads in many other emerging markets reasonably well. That unexplained bonus, which presumably came from prospects for euro adoption, persisted during 2003-08, has now largely—but not completely—closed. 
· Convergence plays and currency exposures. These are constantly a consideration, especially when assets or liabilities have long maturities. Foreign currency exposures are a temptation in any emerging market, but that temptation is magnified in Emerging Europe.


Vulnerabilities and the crisis in Emerging Europe

 It is uncontroversial that for countries highly integrated in global goods and services markets, the seizing up of export markets was a major source of output losses. The EBRD in a regression analysis finds export growth to explain a substantially larger part of the GDP contraction in emerging Europe than any other factor—greater openness, larger contraction. Not surprising, and highly relevant to emerging markets everywhere.  

The interesting question for emerging Europe, however, is whether “super-integration” significantly added to the pain and if so which parts of it hurt most. Needless to say, it is not easy to distinguish the effects of different aspects of super-integration, in part because they are quite interlaced and in part because the integration was mainly with western Europe which among advanced countries suffered the most during the crisis. Nevertheless, let’s consider the parts of super-integration in turn. 

First, financial integration. Several approaches to measuring to negative effects lead to the same conclusion: more financial integration, larger contractions of GDP. We see it in simple correlations between the contraction in GDP in 2009 and the size of pre-crisis debt-creating capital inflows; as well as correlations between the contraction and pre-crisis overheating (a proxy for credit booms). The EBRD’s panel data regression analysis of factors underlying the drop in GDP point clearly to negative effects of the slowdown in cross-border lending. 

What is less clear is what was the specific nature of the vulnerability from financial integration: 

-Presence of foreign banks? The EBRD results suggest if anything that this made countries safer than if domestic banks had dominated. 

-Adverse effects on market confidence from high levels of external debt? EBRD results find a relationship between output contractions and gross external debt, though I wonder if it would stand up to better definitions of debt—such as net debt or net foreign positions (i.e. including FDI).

-Foreign exchange exposures? Again, EBRD results suggest a relationship, though not a strong one. The measure is obviously flawed by the absence of information on which forex exposures had implicit hedges. 

-Role in fueling credit booms which in turn caused asset bubbles? Personally, I find this influence most clearly backed by the data. Again defining a credit boom is not straightforward, but whether you consider private non-FDI inflows, private credit growth, or, as a proxy, gaps between actual and potential GDP, a strong relationship with the size of contractions is apparent.

Next let’s consider the messy process of euro adoption. With an erratic, but ongoing stream of new information on when and in what circumstances new members will adopt the euro, euro adoption expectations are a source of uncertainty. If a country indeed adopts the euro in a medium term horizon—say 5-7 years—it was perfectly rational and in fact stabilizing for Emerging Europe residents to take on foreign currency exposures, for markets to set interest rate spreads below those in non-European emerging markets, and for central banks to hold official reserves at low levels by comparison with other emerging markets. But if euro adoption is unlikely until the distant future, all these behaviors entail costly risks. These risks were exposed by the crisis and inevitably worsened volatility as markets reappraised prospects for euro adoption.

Labor market integration is a less understood, but potentially critical issue for the emerging Europe convergence model. It is most gratifying to hear that the Vienna Institute has in train a project examining the implications of labor mobility for emerging European economies. It seems unlikely that labor flows contributed positively or negatively to drop in GDP in 2009. However, they could have an influence on the success of the EUR convergence model going forward. Why?

First, to the extent that capital flows from west to east are inhibited by poor institutions (an important consideration particularly in some southeastern countries) labor flows west. Though resulting remittances are a positive, employing labor at home is essential for the vibrancy of the domestic economy.  Drops in the size of the labor force during 2003-08 in about half of the 17 countries under review are worrying in this regard.

Second, the integration of eastern and western labor markets may be putting upward pressure on wages in the east, hurting competitiveness.

Third, while unit labor costs in the east appear still to be quite competitive with those in the Western Europe, it is less clear that they are strong enough relative to non-European emerging markets. Ultimately, this goes beyond competitiveness and may help explain the difference between domestic saving rates in other emerging markets and European emerging markets. 

Let me explain. It is a regularity in the analysis of private savings behavior that savings rates are inversely related to labor’s share of value added. This is because wage-earners tend to save a smaller proportion of their income than do profit makers. Thus, low domestic savings rates in emerging Europe may be the result not just of financial integration, but domestic influences on private saving. In other words, to the extent that labor market integration places some upward pressure on wages through labor mobility, it may also be contributing to the relatively low level of domestic savings. 

Strengths of the EUR convergence model and the crisis

I do not want to leave the impression that there are only doubts about the viability of the EUR convergence model. It also has shown some impressive safety valves during the crisis. 

First, a legacy of reasonably low public deficits in most countries meant that pre-crisis government debt tended to be small, providing often-significant room for maneuver. True, most countries have seen sizable increases in their debt during the crisis, but having started from moderate levels, the burden of clawing these back will not be nearly as onerous as it could be.

Second, about half of the countries have sufficient exchange rate flexibility that they have been able to gain competitiveness when they needed it. And many of the fixed exchange rate countries have shown again that wage levels indeed can adjust downwards. 

Third, the EU halo—that unexplained compression of spreads after accounting for the impact of domestic and global conditions—has diminished, but has not vanished. Lower spreads than can be explained by conventional determinants mean that emerging Europe retains some ¼ percentage point advantage in financing costs relative to emerging markets in other parts of the world with similar fundamentals.

Are yesterday’s vulnerabilities tomorrow’s vulnerabilities?

The integration of the new and prospective members with the advanced countries has gone too far to consider any rolling back. A model of super-integration will remain a fact of life. But rethinking the safety valves makes sense. Uncertainties about the global environment loom large, and how these turn out will have large implications for how fast and aggressive policy changes will have to be. Let me point to a few. 

-How quickly and strongly will demand in Western Europe pick up? Signs a few months ago were better than they are now, though the depreciation of the euro might turn this around. 
	
-  How quickly will financing inflows resume. I am torn between early signs that appetite for emerging market debt is resuming and the experience after the Asian crisis when foreign bank exposures fell for five years after the onset of the crisis. 

-Even if inflows resume, will the appetite for public debt meet the much higher supply over the next few years. It is hard to see investors flocking to emerging market public debt if they start to get cold feet about the triple A rated public debt of advanced countries. This could mean that fiscal adjustment will have to be far faster than would be ideal.

-Have  gains in competitiveness in many countries been strong enough? In the fixers the question will be whether wages need to fall further, while in the floaters questions about competitiveness would constrain interest rate increases.

-Will outward labor mobility kick up? At the moment emerging Europe is helped by weak labor markets in the west, but if this were to pick up, outflows could impede the wage adjustment that should occur. 

-Whither euro expansion? Two concerns here. Will the Greek crisis and talk of an EMF kill any willingness to go ahead with euro area expansion? And will aspiring member countries lose interest?  In other words, will progress toward euro adoption require simply steadfast efforts to meet the Maastricht Criteria, or will it require also pep rallies?

Revamping the European Convergence Model

Views on each of these questions must inform any revamp of the European convergence model. Barring disasters on any of these issues, the model will remain broadly as before, but some changes would help. Let’s go through the ones I would prioritize in reverse order—i.e. building up to the most important. 

1. The crisis has certainly highlighted the problems of export concentration and its potential to derail growth in even countries with the strongest fundamentals like Slovakia and Czech Republic. To the extent possible, broadening the export base in terms of products and markets would protect countries from future turmoil abroad. 

2. Gains in competitiveness during the crisis need to be preserved and possibly, if Western European demand is slow to revive, even extended. Now is the time to lay the base through structural reform for faster productivity growth that will ultimately keep workers at home when labor markets pick up in the west. 

3. Most emerging European countries will not have anything close to Greek-style public debt burdens at the end of the crisis. But they will have deficits and rising debt that are unsustainable. Ideally they would be able to hold the line on spending and grow out of these difficulties, but much damage could be done before that process sets in. Moreover, should global interest rates rise, achieving debt- stabilizing growth could be delayed. Getting serious about fiscal adjustment is best done by having a public debate on a viable fiscal rule and then sticking to it. 

4. More tricky will be how to manage capital inflows when they resume. The horizon for this development is fraught with uncertainty, but planning now is essential. The IMF recently floated tentative support for various ways of putting sand in the wheels. Whether these would be permissible given EU commitments needs to be resolved now.  But more than that needs to be discussed. 

The record on such sand-in-the-wheels policies is mixed at best—possibly they change the size and composition of inflows but probably for short periods. I believe, however, that the problem facing emerging Europe with its super-integration needs a stronger and more permanent instrument. 

If emerging Europe is to continue to depend on large inflows from richer western EUR countries, those inflows must be channeled into productive activity that does not feed bubbles in prices of non-traded goods. Now most emerging European countries are so open that about the only truly non-traded activity is real estate and construction. Inflows into consumer credit could also be a threat to stability. If the channels for funds flowing into these activities can be narrowed directly—not through raising taxes on inflows, but rather by taxing underlying transactions (such as taking out second mortgages or having credit card balances above a prescribed limit) it should be possible to keep speculative activity below thresholds where it turns into manias and panics. It is possible to design taxes to address these problems but it takes time and careful thought. This is a task to be started decisively and soon.

5. Lastly euro adoption. This is a critical piece of the European convergence model. For either existing or aspiring members to lose the drive to see this project through would leave a large and destabilizing hole in the model itself. While sooner would be safer than later, the even more important dimension is the depth of commitment to get the job done. Muddying the signals on the determination of the existing members to embrace well-prepared applicants or half-hearted efforts of applicants to transparently and convincingly meet especially the fiscal criteria will simply make the existing confusion in the market about the future of euro expansion worse. Falling back on the hope that a convergence model based on super- integration can be sustained indefinitely without euro expansion is placing a great deal of faith in a low-probability outcome.

Now in the hope (or fear) that I have rattled some sensitivities I will stop there. 
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